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LETTER OF TRANSMITTAL 


Housr OF REPRESENTATIVES, 
SUBCOMMITTEE ON HOUSING OF THE 
CoMMITTEE ON BANKING AND CURRENCY, 
Washington, January 31, 1956. 
Hon. Brent SPENCE, 
Chairman, House Committee on Banking and Currency, 
Washington, D.C. 

Dear Mr. Cuarrman: | have the honor, as chairman of the Sub- 
committee on Housing, to submit herewith the second of a series of 
reports of the subcommittee on Government-assisted housing pro- 
grams. This report deals with (1) the problem of mortgage credit 
for Government-underwritten housing loans, (2) the cooperative hous- 
ing insurance program under FHA, and (3) FHA’s rental housing 
insurance program under section 207 of the National Housing Act. 

[ am deeply appreciative of the active interest and conscientious 
effort displayed by my colleagues, Hon. Hugh J. Addonizio, Hon. 
William A. Barrett, Hon. Barratt O’Hara, Hon. Thomas L. Ashlev, 
Hon. Ralph A. Gamble, Hon. Henry O. Talle, Hon. Gordon L. Me- 
Donough, and Hon. William B. Widnall. 

Sincerely yours, 
ALBERT RalIns, 
Chairman, Subcommittee on Housing. 
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SECOND REPORT OF SUBCOMMITTEE ON HOUSING 


I. INTRODUCTION 


This is the second report of the subcommittee on housing of the 
Committee on Banking and Currency, pursuant to House Resolution 
203, which authorized full and complete studies and investigations of 
virtually all phases of Government-assisted housing programs. The 
members of the subcommittee are: Hon. Albert Rains, chairman, 
Hon. Hugh J. Addonizio, Hon. William A. Barrett, Hon. Barratt 
O’Hara, Hon. Thomas LL. Ashley, Hon. Ralph A. Gamble, Hon. 
Henry O. Talle, Hon. Gordon L. McDonough, and Hon. William B. 
Widnall. 

In our first report we described the general background and objec- 
tives of the subcommittee, our hearings in New York City, Philadel- 
phia, Los Angeles, and Chicago, and discussed the three main subject 
areas selected for initial study. One of those subjects—slum clear- 
ance and urban renewal—was dealt with in the first report. This 
report treats of the other two principal subjects covered in our initial 
hearings, (1) mortgage credit and related problems and (2) coopera- 
tive housing under FHA’s section 213 program and FHA’s rental 
housing program under section 207 of the National Housing Act. 


Il. MORTGAGE CREDIT AND RELATED PROBLEMS 
1. GENERAL TIGHTENING IN MORTGAGE CREDIT 


The initial decision made in the summer of 1955 to focus attention 
on mortgage credit conditions proved to be especially timely when 
the subcommittee began its public hearings in October. By the fall 
of 1955 the tightness of credit available for FHA-insured and VA- 
guaranteed loans, first discernible as the year began, was entering 
into a critical phase. 

It came as no surprise to the subcommittee to find that the impact 
of the tightening in mortgage credit was not uniform geographically. 
The uneven distribution of mortgage funds in terms of the demand 
for those funds is a well-known fact which has persisted for years. In 
the northeastern section of the country the supply of mortgage funds 
for FHA and GI loans is still available in substantial quantity and at 
fairly modest discounts, although there has been some tightening over 
the past vear. As a matter of fact, the subcommittee has heard that 
the situation in the New England area has deteriorated quite sub- 
stantially due principally to the ability of local lenders to obtain much 
more attractive yields by buving out-of-State mortgages. And the 
situation begins to change markedly as one moves away from the 
eastern centers of mortgage capital concentration. The subcommit- 
tee had a firsthand opportunity in its Los Angeles hearing to learn the 
other extreme. In the Far West the pace of home building is still at 
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a high level, buoyed in large measure by a large volume of financial 
commitments secured by builders and mortgage companies perhaps 
a year or more ago before the mortgage market began to contract. 
But the warning signals for the future rate of housing construction 
cannot be viewed with equanimity. The subcommittee heard dis- 
turbing testimony, particularly from west-coast builders, expressing 
alarm over the inability of builders to obtain future commitments for 
their ‘takeout’ FHA and VA financing. Lacking future commit- 
ments, builders are unable to obtain construction financing and as a 
consequence cannot go forward with the new projects which they would 
otherwise get underway in the spring of 1956. While the subcom- 
mittee’s initial hearings were limited to the Nation’s four largest cities, 
it is convinced that the same vexing problem, although probably not 
so extreme as on the west coast, is facing many other communities in 
the country, particularly in the South and West. The sharp down- 
trend in FHA applications and VA appraisal requests, discussed in 
more detail later, support this conclusion. 


2. DISCOUNTS 


Fluctuations in the supply and demand for mortgage capital natu- 
rally affect the price at which it can be obtained. But unlike con- 
ventional mortgages, i. e., mortgages made without Government 
guaranty or insurance, where a change in price normally is reflected 
in a change in the interest rate, changes in the price of FHA-insured 
= VA-guaranteed mortgages are reflected in premiums or discounts, 
1. » prices above or below par, because the interest rate is a fixed 
eaniee? During 1955 as the pressure of demand became heavier 
and heavier upon available mortgage funds, the price of Government- 
underwritten mortgages, particularly on those GI loans which involved 
the most liberal credit terms, progressively began to decline. Where 
GI loans had fetched a price of 98 to 100 in the second half of 1954, the 
price characteristically fell to 96 or 97 by mid-1955 and to as low as 
95 in some areas in late 1955. Unfortunately, there are no compre- 
hensive statistics available on mortgage prices, so that an analysis of 
the problem necessarily must rely largely on fragmentary data and 
on opinion polls of mortgage lenders. The problem is further compli- 
cated by the geographic differentials in the pricing pattern discussed 
above. 

But apart from these analytical difficulties the conclusion seems 
justified, based on all available data and the testimony and opinion 
of experts, that the market for FHA and GI loans, particularly the 
latter, is sadly deteriorated in many areas. In parts of the South 
and West the typical price for VA-guaranteed loans seems to fall in 
the 95 to 97 range. Even more disturbing are the very frequent 
accounts of even larger discounts of from 7 to as much as 10 points. 
It is quite possible that the “horror” reports of very excessive dis- 
counts may reflect some unfavorable characteristic of the loan in 
question, e. g., a badly located project which is marketable to a long- 
term lender only at a heavy penalty price. 

But nonetheless the persistence of these “horror’’ cases and the 
generally agreed upon fact of discounts as heavy as 5 to 6 percent 


1 Both VA and FHA regulations for small-home loans presently permit an interest rate of 44% percent per 
annum on the unpaid balance. For V A-guaranteed loans that is the maximum under statutory authority. 
The FHA Commissioner could under present statute, increase the interest rate for FH A-insured loans on 
1- to 4-family homes up to a maximum of 6 percent. 
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in some areas, even for loans to excellent credit risks in desirable 
projects, has caused the subcommittee grave concern. 

It should be pointed out that many FHA-insured and VA-guar- 
anteed loans are not sold to secondary investors but are originated 
by local lenders for retention in their own portfolio. Since these 
loans are not marketed, they do not involve discounts per se. But 
in a tight money market such loans often involve heavier than normal 
charges against the builder or the seller, either in the form of excessive 
charges for construction financing or abnormally high penalty charges 
for permanent financing. To the extent that such charges are exces- 
sive they raise the same question of who bears the burden, the builder 
| or the purchaser. Unfortunately, there are no clarifying statistics 4 
| available on the magnitude of these charges. 

At a time when discounts are excessive the consequences are most 
undesirable. If they are passed on through a higher price, their 
burden is borne by the home buyer. The subcommittee certainly 
| cannot condone a situation in which a veteran or other home buyer 
is forced to pay an additional $600 to $700 for his home. 
| On the other hand there is the possibility that the builder may not 
be able to increase his price and is consequently faced with the 
problem of absorbing the discount cost from his profit margin. In 





the case of FHA-insured loans there is no control on the selling price 
so the discount could be passed on to the consumer via a ‘higher 
selling price. A VA-guaranteed loan, however, requires that the ‘sell- 
ing price cannot exc ceed the reasonable value of the property as 
determined by VA appraisal. Here the incidence of the discount 
is not always clear. Since VA appraisers are instructed not to make 
an allowance for discounts in arriving at reasonable value, the pre- 
sumption would be that they could not be passed on by the builder. 
But appraising by its nature cannot be an ex ict science. Moreover, 
in a situation where discounts are heavy, builders would naturally 
do everything possible to justify a higher reasonable value or, failing 
in that, to possibly reduce quality somewhat to offset any discount 
which they would otherwise be required to absorb. 

In any case, the consequences are bad, whoever bears the incidence 
of the discount. If it is reflected in a higher selling price, it is the home 
buyer who must bear the burden. If the builder is forced to absorb 
the discount, he may very well be forced to contract or even abandon 
his plans for building additional FHA or VA projects. This is appar- 
ently a real danger in areas where discounts are the highest, e. g., on 
the west coast. Unless there is some improvement in the situation, 
the subcommittee is deeply concerned that the retardant effects may 
cause new home construction to fall off precipitously with possibly 
serious repercussions for the health of our overall economy. 

The question naturally arises then, What can be done to ease the 
discount problem? 

The subcommittee lays no claim to omnipotence in this complex 
field. It realizes there is no easy solution. But it does have some 
comment to make on several proposals and views it has heard as well 
as a recommended action that might supply at least a temporary 

solution. 

The subcommittee holds no sympathy with those who argue that 
the problem of excessive discounts will disappear when a general im- 
provement takes place in the mortgage market, and that any attempt 

71545—56——2 
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to control discounts in the present tight mortgage market will create 
more problems that it solves. The subcommittee cannot subscribe 
to such a negativist approach which callously ignores the gouging of 
home buyers which may be involved, as well as the serious dampening 
effects on housing construction which excessive discounts may cause. 

Nor can the subcommittee subscribe to the views of those who argue 
that a higher interest rate for VA-guaranteed and FHA-insured loans 
is the answer. An increase in the interest rate was finally adopted in 
the spring of 1953 as an answer to the similar tight mortgage market 
then prevailing. The results insofar as an increased availability of 
funds for VA-guaranteed loans were not impressive. In fact, the big 
pickup in GI loan volume did not occur until 1954, indicating that 
factors other than the interest rate were involved. Indeed it appears 
that the more likely explanation for the big pickup which began 
in the spring of 1954 was the fact that an abundance of long-term 

capital was available for mortgage investment, in contrast to early 
195 53 when the investment demands of the economy were straining the 
capacity of the supply of long-term investment funds available. 

Moreover, it should be pointed out that the yields on long-term 
Government bonds, gener ally conceded to be the proper yardstick 
against which to measure the relative investment attraction of VA and 
FHA loans with their v irtually riskless characteristic, are presently at 
levels not appreciably different from those obtaining at the time the 
VA 4 percent and the FHA 4% percent interest rates were increased 
to 4% percent. On a par basis VA and FHA loans yield a full point 
higher than do long-term governments. Government-underwritten 
loans are generally conceded to yield about 3.7 to 3.8 net when pur- 
chased at par (the gross rate of 4% less one-half point for servicing and 
approximately 0.2 to 0.3 for internal overhead). This contrasts with 
a yield of about 2.8 to 2.9 currently obtainable from investments in 
governments with a 10- to 12-year maturity, the most appropriate for 
a comparative yield analysis. 

And of course the relative attraction of Government-underwritten 
mortgages is correspondingly greater when they are purchased at a 
discount. For example, a GI 44-percent loan with a 25-year maturity 
purchased at 97 gives a gross yield of 4.93.2. After subtracting eight- 
tenths of 1 percent to cover servicing and overhead, the net yield 
would be 4.13, as compared with the approximate 2.8 to 2.9 vield 
offered by a Government bond in the 10- to 12-year maturity range. 

Considering these factors, the subcommittee is convinced that there 
should be no increase in the 4%-percent interest rate. It is a fair rate 
for a virtually riskless investment. At the same time, we recognize 
realistically that in periods when all sectors of the economy are clamor- 
ing for investment capital, discounts in some degree are unavoidable 
and indeed are a necessary adjustment to changing supply and demand 
relationships. It is one thing to concede the necessity, or at least the 
unavoidability, of moderate discounts in some parts of the country. 
It is entirely another thing, however, to sanction discounts of 5 or 7 
or 10 percent. A 7-percent discount, for example, will give a gross 
yield for a 25-year loan (assuming a 10-year repayment period) of 
5.53 percent. The subcommittee regards this as an outrageous yield 
on a Government-guaranteed obligation at a time when long-term 


2 This assumes a repayment period of 10 years which is generally considered reasonable for the typical GI 
or FHA loan. If held to maturity, the gross yield would be 4.80 percent. 
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Government loans are yielding less than 3 percent. Mortgages re- 
quire a somewhat higher yield than bonds, to be sure, but no one, in 
our opinion, can defend a spread of such a magnitude. 

We believe the answer lies in establishing some form of control over 
discounts. To be sure the basic solution must come from a general 
increase in the availability of long-term funds for mortgage invest- 
ment. We will have more to say about this in later pages of this 
report. But in considering how that basic solution can be achieved, 
we believe that the question of controlling discounts in times of credit 
stringency such as this, should not be begged. 

It should be emphasized that we are recommending only the contro} 
of unreasonable and abusive discounts. As discussed above, we 
recognize that discounts to some extent are unavoidable, both at 
certain times as well as in some geographic areas. What we seek is 
a control which would permit a reasonable discount, varied by geo- 
graphic area, but yet would guard against abuses and excesses by 
placing a ceiling on the permissible discount. We have some prece- 
dent for a varying geographic pattern. in the differing prices which are 
paid for mortgages in different States by the Federal National Mort- 
cage Association. 

We recognize that the determination of the necessary and fair dis- 
count in a given area must be a question of administrative judgment. 
Accordingly, the problem must be determined administratively by 
the FHA and the Veterans’ Administration. It will not be an easy 
problem but we believe it can and should be done. 

It will be recalled that the Housing Act of 1954 repealed section 504 
of the Housing Act of 1950, which had authorized and directed the 
VA and FHA to control the fees and charges permissible in connection 
with VA and FHA financing. The Congress at that time was ap- 
parently persuaded that such authority was no longer needed. The 
impression. was also apparently held by some that the agencies already 
had in their power the authority to control abusive charges, without 
the need for specific authorization and direction. 

The, subcommittee is informed that, in view of the legislative 
history, there is some doubt as to whether the agencies can in fact 
place a ceiling on the permissible discount. Possibly this is so, 
although we are inclined to believe that both VA and FHA have the 
necessary authority. 

In any event, the subcommittee strongly urges the Administrator 
of Veterans’ Affairs and the FHA Commissioner to give renewed 
study to the problem and to consider carefully the recommendation 
herein made that regulations be issued setting a maximum on the 
permissible discount with appropriate geographic differentials. The 
subcommittee further recommends that the Banking and Currency 
Committee, in coordination with the Committee on Veterans’ Affairs, 
consider the drafting of legislation which will specifically authorize 
and direct the agencies concerned to put an end to the evils of excessive 
discounts on FHA-insured and VA-guaranteed loans. 


3. CREDIT CURBS ON FHA AND VA LOANS 


As the home-building industry continued to build up tremendous 
momentum during early 1955, the disparity between the demand for 
and the supply of mortgage funds became increasingly apparent. 
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There was increasing concern over ever-widening discounts and over 
signs of rising building material prices. Although the overall policy 
of monetary restraint being pursued by the Federal Reserve authorities 
was acting to restrain the flow of long-term funds available for mort- 
gage investment, consumer and builder demand continued unabated. 
The need for some measure of selective contro] to restrain demand 
seemed apparent to many observers. 

The first action taken in April 1955, although it applied to both 
types of Government-supported loans, was designe d to eliminate the 

‘‘no-no-downpayment”’ GI loans which were being guaranteed in some 
small quantity by the Veterans’ Administration. Under the VA 
statute it is permissible to guarantee a loan which covers not only the 
full amount of the purchase price but also includes the closing or 
settlement costs. The new ruling required that the veteran pay at 
least the closing costs in cash. 

More restrictive measures were applied by the control authorities 
effective July 30, 1955. These new controls imposed a minimum 
downpayment of 2 percent of purchase price, plus closing costs in 
cash, by the veteran in the case of GI loans, increased the required 
downpayment on FHA loans by 2 percent, and reduced the maximum 
loan maturity for both types of loans from 30 to 25 years. The 
controls were expected to have a considerable restraining effect, par- 
ticularly on GI loans. In the spring of 1955, for example, more than 40 
percent of all GI loans closed were no-downpayment loans, and nearly 
45 percent carried maturities in excess of 25 years. 

In order to avoid retroactive inequities, the controls applied only 
to VA-appraised requests and FHA applications received by the two 
agencies after July 30, the effective date. As a consequence there 
remained a huge overhang of exempt units, estimated to involve as 
many as 500,000 dwellings. It was recognized therefore that the 
impact of the July 30 controls would not be felt for several months 
and very probably not in full force until the vear end. But even more 
important was the general realization in the months following the 
action that the effects of the July 30 controls would be largely academic 
in many areas, since the growing tightness in the mortgage money 
market was itself rapidly | generating mortgage terms considerably 
more restrictive than those “imposed “by the July 30 controls. This 
point will be discussed more fully below. 

Of the two types of controls—increasing the minimum equity 
required and reducing the maximum loan maturity—testimony before 
the subcommittee showed an almost unanimous opinion that the 
maturity limitation was by far the more rigorous control. A reduction 
in the loan repayment period from 30 to "25 penne raises the monthly 
amortization payments on a $10,000 FHA or VA loan by $4.90. 
Since general lending procedure and FHA cal VA underwriting 
standards relate monthly loan expenses to monthly income in deter- 
mining the borrower’s ability to repay the loan (usually requiring a 
ratio of income to expense of about 5 to 1), the maturity limitation 
requires in the typical case that the borrower have a monthly income 
of approximately $20 to $25 higher to carry a given loan amount on a 
25-year basis than would be required on a 30-year basis. Virtually 
all witnesses believed that this factor would bar more families from 
the market than would an increase in the required downpayment of 
2 percent of the sales price. The subcommittee hesitates to voice any 





i ee 


; 
: 
' 


’ 
' 


IIT 





MORTGAGE CREDIT AND FHA MULTIFAMILY HOUSING 7 


dissent from the overwhelming consensus, but it believes that many 
observers may be underestimating the retarding influence on effective 
demand of even slight increases in the minimum equity requirement. 
Contrast the situation now for GI loans as against the situation prior 
to the selective controls. Where previously a veteran could buy a 
$10,000 home with no cash outlay whatever, he now must pay $200 
plus closing costs which vary in a probable range of $200 to $300, 
bringing the total cash outlay to $400 or $500, a rather sizable outlay 
for many veteran families, particularly those in the younger age and 
lower income brackets. 

Testimony concerning the effects of the July 30 curbs varied. 
Some witnesses thought the controls were mild in nature and would 
have little effect, even if mortgage market conditions improved. On 
the other hand, several builders expressed fears that the controls 
would bite deep into the potential housing market. One volume 
builder in the East, basing his estimate on a sample study of the income 
and asset holdings of recent home buyers in his project, stated that 
about 30 percent of his purchasers would have been disqualified, 
either because of the 2 percent additional equity required or the 
25 year maturity, or both. 

The subcommittee wishes to register its unhappiness over one aspect 
of the July 30 controls. Like most selective controls they hit hardest 
at the lower income groups and the younger families who have not yet 
accumulated sufficient savings. We recognize that this is inevitable 
and accordingly hope that the selective ¢ controls can be re ‘moved at the 
earliest practicable moment. We will have more to say on this in later 
paragraphs in this section of the report. 

But, as hinted earlier, much of this discussion of the impact of the 
July 30 controls is largely academic in the present setting. The ex- 
planation for this is that as the mortgage market tightened progres- 
sively during 1955, as the industry faced a growing demand for an in- 
elastic mortgage money supply, lenders naturally became more selec- 
tive in their lending terms, i. e., began to impose shorter maturities and 
higher equities as a cmb of purchase. As a result, in many areas 
(excepting possibly the Northeast to some extent) the July 30 terms 
were actually more liberal than the terms which most lenders would 
voluntarily offer, particularly in the case of GI loans. 

One very interesting argument made before the subcommittee de- 
serves special mention. According to this view, the responsible agen- 
cies erred in applying the credit controls too late. By the time summer 
arrived the market was already overstimulated in the sense that build- 
ers had already got an ever-increasing number of GI and FHA projects 
underway in the expectation that they could market the houses on the 
then-prevailing easy credit terms. Had the July 30 controls been 
applied 6 months earlier, when the imminent shortage of mortgage 
funds was discernible, the disparity between an overstimulated con- 
sumer and builder demand and the supply of available mortgage funds 
would have been greatly minimized if not entirely avoided, the argu- 
ment runs. The subcommittee believes there is a lot in this argument 
that timing is crucial (if one accepts the premise that credit controls 
are in themselves desirable) as will be seen in the concluding para- 
graphs of this section which contain our suggestions and recommenda- 
tions on the mortgage credit problem. 
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4. MORTGAGE ‘‘WAREHOUSING”’ 


One of the most important credit restrictions imposed on the home 
finance industry was a crackdown by the New York Federal Reserve 
Bank on the mortgage warehousing activities of the great com- 
mercial banks in that district. Mortgage warehousing will be dis- 
cussed at length below but essentially and briefly it is a process 
whereby short-term commercial bank credit is used to bridge the 
longtime gap between the beginning of construction and the per- 
manent placement of the loan in the portfolio of the ultimate investor. 

Apparently concerned over the increasing warehousing activities of 
banks, the New York Federal Reserve Bank let its displeasure be 
known and indicated its intent that member banks stop issuing any 
new warehousing lines of credit or expanding outstanding lines of 
credit. Although the Federal Reserve officials maintain that their 
admonitions were designed only to curb abuses of the practice, the 
subcommittee heard considerable testimony to indicate that the net 
effect of this ‘“‘selective credit control by innuendo” has been a com- 
plete cessation of any new warehousing activity on the part of many 
banks. 

The subcommittee also heard considerable testimony indicating that 
the repercussions of the action may be more serious than the Federal 
Reserve had imagined.’ There is grave concern that the action will 
impede a steady flow of long-term investment into home mortgages and 
will exert a depressant effect upon the rate of new housing con- 
struction, particularly in many areas in the South and West which are 
dependent in large part upon the capital-heavy centers in the North- 
east. 

The process of mortgage warehousing is by no means new and has 
mushroomed as a common practice in the mortgage financing field, 
particularly since 1951 when the famous accord between the Treasury 
and the Federal Reserve made it difficult for institutional investors 
to raise additional money for mortgage lending by selling Government 
bonds. 

Warehousing at first blush seems a somewhat complex subject, 
particularly because there are so many different forms which it can 
take. The understanding of what warehousing involves can be 
greatly furthered by boiling down all the various forms of warehousing 
into three main types. These three types can be described as: 
(1) Uncommitted-line warehousing; (2) committed-line warehousing; 
(3) institutional committed-line warehousing. 

All 3 of these tvpes have 1 common basic feature. Thev all use the 
short-term credit facilities of commercial banks as a temporary credit 
aid in bridging the time gap between the planning and beginning of 
construction of a home and the completion of the home and the delivery 
of a fully packaged guaranteed or insured Government mortgage loan. 
Another common feature is that they are all concerned only with 
VA-guaranteed or FHA-insured mortages. 

1. Unecommitted-line warchousing.—This form of warehousing is used 
by mortgage companies and builders who would otherwise find it dif- 
ficult or impossible to proceed with construction because of their ina- 
bility to obtain the necessary takeout commitment from a permanent 
investor at a reasonable price. It is also used by a mortgage company 
or builder who is unable to find a permanent investor willing to issue 
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a firm future commitment. For example, a mortgage company and 
a builder working together in California or Texas may find that it is 
impossible to get a future takeout commitment from a permanent in- 
vestor for GI and FHA loans, except at a very unfavorable price rang- 
ing from perhaps 92 to 95, which would require them to absorb dis- 
counts varying from 8 to 5 percent of the total mortgage amount. An 
unfavorable “future’’ price is quite common even though out-of-State 
lenders may be purchasing loans in the locality with a smaller dis- 
count, say at 97 or 98, provided the Government guaranteed or in- 
sured loans are completely packaged and available for immediate 
purchase. 

To cope with this problem a number of the large commercial banks 
set up the so-called uncommitted-line warehouse arrangement. 
Under this arrangement a commercial bank, in return for a pledge 
of the mortgages as collateral, agrees to advance a fixed amount, 
usually 2 or 3 points under the going price at which future commit- 
ments are obtainable. For example, if GI mortgages ready for 
immediate delivery are marketable at 98 in Dallas and a firm future 
commitment which would require delivery at 95 is obtainable, the 
commercial bank may issue a commitment agreeing to warehouse the 
loans at 92. While it is possible that the particular builder could 
obtain a better price on the basis of a firm takeout commitment he 
would be compelled to deliver the mortgages in the illustration at 95. 
If he believes that when the mortgages are ready for delivery they 
will bring a price of 97 or better he will accept the warehousing 
agreement in preference to the firm commitment. The builder, 
of course, runs the risk of having the market deteriorate further, but 
he has established a floor of 92 on the ultimate disposition of his 
mortgages. Armed with this agreement, mortgage companies and 
builders can obtain construction financing locally because the con- 
struction lender is certain that there will be a permanent takeout of 
the mortgage by the warehouser at a price no lower than 92. 

Sut it should be emphasized that the price of 92 may not be, and 
usually isn’t, the ultimate price obtained in the final sale of the 
mortgage. This is true because under the warehousing agreement 
the mortgage company is given the option for some definite period, 
e. g., 6 to 12 months, to take the mortgage out of the warehouse and 
sell it elsewhere if it can find a buyer willing to pay more than 92. 
And since the warehousing price set initially was well below the 
going market, the mortgage company, barring severe deterioration in 
the mortgage market, is usually able to sell the loan out of warehouse 
to a permanent investor for several points above the warehouse price. 

Even in the unlikely event of market deterioration to a price below 
92, the mortgage company and the builder will still have the benefit 
of a 92 price thus keeping the amount which they must absorb to 
a maximum of 8 percent. 

From the commercial bank’s viewpoint, warehousing is good 
business. For making the warehousing arrangement advances, the 
commercial banks usually charge a flat fee of 1 percent of the mortgaze 
amount, a fee which they have evidently found quite profitable. Also 
the warehousing bank collects interest, usually 4 percent on the amount 
advanced, while the mortgage is in warehouse, the balance of the 
interest being retained by the originator. Moreover, since the ware- 
house price set is well below market even if the mortgage ramains in 
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warehousing beyond the redemption period so that ownership of 
the mortgage passes to the warehousing commercial bank, the bank’s 
mortgage loan department will have acquired a guaranteed asset at 
an extremely favorable price which nets a vield substantially above 
the gross interest rate permitted for FHA-insured or VA-guaranteed 
loans. 

The advantages of uncommitted-line warehousing are many. To 
cite the main advantages: 

(a) It permits houses to be started regardless of the state of the 
current money market or during periods of the year when investment 
institutions are not making further commitments. 

It thus helps builders maintain a steadv rate of construction, 
providing continuous employment to their workmen, thereby con- 
tributing to efficient production at lower costs. 

(c) It permits the mortgage company to accumulate mortgages for 
immediate delivery at some time in the future and enables them to 
sell mortgages at the time investors wish to take delivery. 

(d) It ‘helps to prevent the sale of mortgages during periods of 
Setinenia prices and tends to provide a reservoir of mortgages during 
periods of the year when building may be slowed down. 

2. Committed-line warehousing. —In this form of warehousing a per- 
manent takeout lender is in the picture before the warehousing 
arrangement is entered into. Again the mortgage is used or pledged 
as collateral for a loan from a commercial bank but in this case the 
bank loans only when some investment institution has committed 
to buy at a fixed price. Resort to this form of warehousing is often 
made because the permanent investor prefers to receive mortgages 
in blocs of 10 to 50 loans rather than have them straggle in 1 at a 
time when the loans are closed. It is also used to replenish the 
mortgage company’s capital in cases where the permanent investor 
is not yet ready to receive a bloc of mortgage which the mortgage 
company hen ready for immediate delivery. Since mortgage com- 
panies have limited capital and cannot hold more than a ‘handful 
of loans in their own portfolios they must sell loans promptly after 
closing in order to maintain lending in any volume. But since the 
purchasing investment institution does not wish to buy the loans 
in driblets, the mortgage company turns to the commercial bank 
warehouser and in effect uses short-term commercial credit to disburse 
promptly to the builder the full amount when the loan is closed. 

This form of warehousing not only enables permanent investors 
to acquire loans in sizable blocs but it also permits the originating 
mortgage company to disburse promptly to the builder, thereby 
avoiding the delay which would ensue if the loan had to be shipped 
and cleared by the permanent investor and funds disbursed on each 
loan. It also permits the mortgage company to sell and disburse the 
loans during the building season when the money is needed and to 
deliver the mortgages at the investor’s convenience, usually on some 
prearranged schedule. 

(Nore.—In commited-line warehousing there is usually no fee 
charged by the commercial bank. Since there is always a permanent 
takeout, the bank runs no risk of acquiring the loan. The bank’s 
income derives from the net interest return on the mortgage during 
warehouse, usually 4 percent, although a somewhat lower return is 
usual in the institutional warehousing setups described below where 
the warehousing blocs are huge.) 
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Institutional committed-line warehousing.— This is the newest form 
of warehousing. Although there are several different forms, institu- 
tional warehousing can be described generally as follows. <A large 
permanent investor, such as an insurance company, enters into an 
agreement with a commercial bank to secure funds from that bank, 
either on a collateral-loan basis or some form of repurchase agreement 
basis by warehousing GI or FHA loans with the commercial bank. 

One impetus to this type of warehousing is found during the period 
when mortgages are very favorably priced from the investor’s stand- 
point and the investing institution would like to purchase more mort- 
gages at the presently, favorable price than its present allocation of 
mortgage funds would permit. Such institutions can estimate the 
oe to be received from its mortgage portfolio during the 
coming year or two and, via the warehousing mechanism, can in 
effect Teale on the future availability of these funds by using short- 
term commercial credit to purchase mortgages in quantity during 
the current period. 

Another incentive to this type of institutional warehousing arises 
when an institution finds that new money has not come in as rapidly 
as anticipated, or when it finds that it has issued commitments in 
greater volume than currently available funds can accommodate. To 
raise the necessary funds the investing institution could market other 
assets such as Government bonds but quite often it is reluctant to 
do so, particularly if such bonds have to be marketed at a oragpl By 


pledging mortgages as collateral with the commercial bank or by 
selling mortgages to the commercial bank with a vaseiclinay 4 agrec- 
ment, the investing institution can raise immediate funds in en 


amount equal to anticipated amortization during some finite pra er 
ahead, or to raise immediate funds should they find themselves in 
an overeommitted position. 

The ability to warehouse seems to be especially helpful for situations 
where a large institutional investor finds itself in an overcommitted 
position. Unless it wishes to sell securities or borrow on an unsecured 
note, usually not desirable solutions, its only alternative, unless it 
can utilize the temporary relief provided by warehousing, is to shut 
down completely on mortgage-lending activities until the passage of 
time corrects its overcommitted stage. A complete cessation of 
mortgage-lending activities on the part of a large institutional investor 
which makes loans in many States often has a paralyzing effect on 
building activities in many localities. Also, the institutional investor 
for future business purposes doesn’t want to run the danger of losing 
correspondents. Warehousing fulfills a useful function in this field 
by helping to avoid periods ‘of feast and famine and to achieve a 
steady flow of mortgage funds into local housing markets. 

In the preceding analysis considerable stress has been laid upon the 
advantages of w arehousing arrangements, which have been cited by 
builders and others who are stout exponents of warehousing. 

There seems to be little dispute that warehousing performs a very 
useful function in helping to bridge the very extensive time gap that 
normally exists between the planning of a building project and the 
ultimate delivery to the permanent investor of a bloc of fully packaged 
loans. 

On the other hand, the subcommittee recognizes that there are 
several aspects of warehousing which could well cause concern from 
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the monetary control standpoint. For example, uncommitted-line 
warehousing, if unchecked, might well have undesirable consequences 
in a period of peak demand for mortgage funds. A heavy use of this 
form of warehousing could create large blocs of loans in the market 
which have no permanent home and which would have to be marketed 
at distress prices to find a place in investors’ portfolios. This could 
contribute to a state of glut and serious price decline in a tight mort- 
gage market. 

This problem does not exist in committed-line warehousing arrange- 
ments because, of course, they are not even initiated unless there is 
an agreement by the permanent investor to take the mortgage at a 
fixed price at some future date. However, it is not difficult to see 
that committed-line warehousing, particularly of the institutional 
type, could have an unsettling effect on the flow of mortgage invest- 
ment if engaged in very extensively. ‘Thus at a time when home con- 
struction is proceeding at record or near record rates, building activity 
could be given an overstimulation in the sense that institutions would 
be borrowing on future money sources in order to push up current 
building rates beyond the amount of real savings presently available 
to them. In other words, through warehousing arrangements, com- 
mercial credit could be pyramided upon the normal investment capital 
available to lenders through amortization repayments and the net 
inflow of new savings, there ‘by giving an unnaturally excessive impetus 
to building activities at higher and higher rates. 

The subcommittee wishes to mention one point which has been 
frequently made by the home-building industry. The exponents of 
warehousing may concede the desirability of applying some credit 
restraint in the present state of economy, but they protest the singling 
out of housing as one of the few areas in which special restrictive 
actions have been taken, e. g., the curb on warehousing and the imposi- 
tion of downpayment and maturity controls on Government guaran- 
teed and insured mortgages. Presumably they feel that other sectors 
of the economy in equity should be controlled as well, rather than 
having the major onus fall on their industry. There seems to be 
considerable merit in this complaint, particularly in view of the huge 
credit extensions in the consumer durable goods field which are subject 
to no direct control and are apparently little affected by the general 
policy of monetary restraint. 

Some comment is in order on another point which is frequently 
raised in any discussion of warehousing. Opponents of warehousing 
or at least those who advocate restraint on warehousing, attack it as 
a violation of the time-honored maxim in banking circles that short- 
term commercial credit has no legitimate role in financing long-term 
investments, such as mortgage-loan investment. To a certain extent, 
of course, this argument has validity. For example, the mortgage 
lending activity of commercial banks has tr: aditionally been restricte ed 
by all sorts of limitations such as maturity limitations and limitations 
as to the percentage of assets which may be invested in mortgages. 
On the other hand, commercial banks have traditionally played 
vital role in the making of construction loans, which no one has 
regarded as a violation of the commercial banking function. Another 
argument made by warehousing advocates is that there is no essential 
difference in principle between warehousing and the use of commercial 
credit to finance a car dealer’s inventory where the automobiles will 
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ultimately be financed by long-term consumer loans, making the fur- 
ther point that in the case of warehousing, the security, i. e., the 
guaranteed mortgage, is in fact far superior. 


5. HOME-LOAN BANK RESTRICTIONS 


As another move to curb credit expansion in the mortgage field, 
the Home Loan Bank Board issued an instruction to the home-loan 
banks in September designed to curtail borrowings by member savings 
and loan associations except for seasonal purposes and to meet any 
emergency withdrawal needs. The action was taken in recognition 
of the fact that a number of savings and loan associations had been 
making loans and issuing commitments considerably in excess of the 
rate of inflow of new net savings and amortization payments. 

While it was made clear that the lending restriction was not to 
apply to home-loan bank lending to meet member associations un- 
usual withdrawal demands, nor to lending as a consequence of the 
recent flood damage, the Board’s action was not specific on the status 
of future lending pursuant to mortgage-loan commitments already 
made. It is true the Board stated that it re scognized— 
that when a member has made every effort to comply with the present restrictiors, 
an advance would be proper to meet actual cash needs. 

However, if by this statement it was intended to cover their exist- 
ing firm commitments, it was unfortunate that this fact was not made 
plain in the same direct manner that lending to meet withdrawals or 
as a consequence of floods was exempted. Subsequently clarifving 
language was forthcoming to indicate that borrowing would be per- 
mitted to meet commitments made prior to the effective date of the 
control action, and the home-loan banks issued debentures to raise the 
necessary funds to meet anticipated borrowings for this purpose. 

The restrictive controls were relaxed somewhat by the Board in 
December. The Board’s amended policy permits an association to 
borrow up to 5 percent of savings if it should make future commit- 
ments which prove to exceed a reasonable estimate of receipts from 
savings and loan repayments. However, such additional credit, plus 
any outstanding, cannot exceed 10 percent of the association’s with- 
drawable accounts. At first glance, considering the total savings in 
savings and loan associations which amounts roughly to $30 billion, 
it would appear as if the action made an additional $1.5 billion of 
credit available. However, it should be recognized that many member 
associations are not borrowers, and further, many active member 
associations have already borrowed up to 10 percent of withdrawable 
accounts. We have seen one analysis which estimates that the De- 
cember relaxation may release as much as $200 million additional 
credit into the market. While the actual amount of new capital 
released to the home-building and home-financing industry may not 
be large in terms of the annual totals of mortgage lending, the Board’s 
relaxing action may have some encouraging psychological effect upen 
the mortgage lending and commitment activities of member savings 
and loan associations. 

6. CONCLUSIONS 


The basic problem is of course to bring a closer balance between the 
demand for mortgage funds and the available supply, particularly 
during periods of peak investment when the flow of mortgage funds 1s 
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subjected to competing demands for long-term capital from other 
segments of the economy. 

The subcommittee is struck by the apparent fact that whenever 
housing construction begins to exceed an annual rate of approximately 
1.2 million dwelling units the demand for mortgage funds outpaces the 
supply of real savings available for mortgages to the point where a 
higher rate is sustainable only by drawing upon other credit resources, 
largely short term. For example, the 1.4 million annual rate achieved 
in the first half of 1955 was apparently made possible by resort to 
stepped-up warehousing activity and to increased borrowing from the 
home-loan banks by member savings and loan associations. When 
these supplemental capital sources were restricted by direct and in- 
direct controls, the pinch was felt almost immediately. Similarly, in 
1950, another year of peak building activity, much support was 
derived from the use of FNMA funds. 

The subcommittee believes that given time to permit the working 
out of present financial commitments so that institutional lenders can 
resume issuing long-term commitments, the residential construction 
industry can be stabilized at an annual rate close to the 1.2 million 
units which the administration apparently considers the optimum rate, 
at least for the coming year. The inflow of new savings available to 
mortgage-investing institutions is continuing at a high rate, and might 
very well increase markedly should the rate of consumer purchasing 
slacken even moderately. This source, plus the very heavy return 
flow of amortization payments, will continue to pose a sizable rein- 
vestment problem, particularly as the high level of commitments 
made previously is drawn down. 

The subcommittee wishes it clearly understood that it is not endors- 
ing or advocating any particular annual rate of housing construction 
as an optimum. 

The subcommittee thinks special attention should be given to the 
hope expressed by several witnesses that the longer-term solution 
could be supplied by the entry of pension funds into the FHA and GI 
loan-investment field. If even a fraction of the immense and grow- 
ing assets available to these funds—now estimated in the range of 15 
to 20 billion dollars—could be diverted to investment in Government- 
underwritten mortgage loans, the mortgage-supply problem could well 
be solved. The subcommittee believes this to be a subject worthy of 
special attention and plans accordingly to conduct studies and hearings 
during the second session to determine what the major impediments 
to mortgage investment by pension funds are, and to ascertain ways 
and means of overcoming those impediments. 

But entirely apart from a belief that, given time, conditions in the 
mortgage market will show considerable improvement, is the subcom- 
mittee’s deep concern over the serious effects which portend ominously 
in the immediate outlook. There is considerable evidence that the 
present mortgage credit stringency may have become so severe as to 
threaten to depress the home-building activity too far. It is true 
that statistics on housing starts are not as yet unduly alarming. Al- 
though starts declined in the second half of the year, they were still 
proceeding in November (the latest month for which BLS statistics 
are available) at a seasonally adjusted annual rate of slightly over 1.2 
million units. 

But an analysis of FHA and VA statistics gives little cause for com- 
placency. Applications for FHA insurance on proposed small-home 
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construction have been falling steadily since August, and in November 
were down about 40 percent from the same month in 1954. VA loan 
applications have not declined, reflecting the overhang of units exempt 
from the credit controls and units on which financial commitments 
were obtained many months ago. But VA appraisal requests—a 
sensitive indicator of future GI loan salen tal a different story. 
In November appraisal requests for proposed construction plummeted 
about 30 percent from October. The November figure is about 36 
percent down from the same month in 1954 and is the lowest total for 
any month since January 1954. We are informed that the decline in 
appraisal requests was even more severe in some areas, e. g., in the 
Los Angeles office they dropped a reported 60 percent, corroborating 
the pessimistic testimony heard by the subcommittee in that area. 

A similar downward trend is evident in FHA and VA statistics for 
the financing of the sale of existing houses. The reduced supply of 
FHA and VA loans to finance existing home transactions may well be 
a depressant in the real-estate market and on the level of residential 
realty prices. 

These are omens which cannot be passed over lightly. Unless mort- 
gage conditions show an unexpectedly rapid improvement, they point 
to a sharp decline in housing starts and real-estate activity in the early 
months of 1956, a decline which could have serious effects not only 
on the home-building industry but, because of its kingpin role, on the 
entire economy. 

To avoid this extremely unpleasant possibility, if not probability, 
the subcommittee is convinced that the time for courageous and direct 
actionisnow. The stakes are too large to excuse vacillation and delay. 

One apparent solution would be a change in direction of basic Fed- 
eral Reserve monetary policy. A shift from a policy of restraint to 
active support in the money market would supply additional funds for 
mortgage lending as well as other purposes. But the subcommittee 
does not recommend such action. We regard the overall question of 
monetary policy as beyond both our competence and our sphere of 
legitimate interest. 

There is one aspect of monetary policy as it affects commercial 
banks however, which the subcommittee believes deserves immediate 
attention in light of the present situation. We refer to the process of 
mortgage warehousing discussed at length previously. Far from dis- 
couraging commerc ial bank ac tivity in “this field, we believe that the 
responsible Federal Reserve officials should give the most serious and 
immediate consideration to reversing its polices y to one of active encour- 
agement. The subcommittee believes that in this critical phase of 
mortgage credit stringency every help must be given to builders and 
lenders so that projects can be planned and put under construc- 
tion in the spring. Apparently, all that is needed here is a nod 
or innuendo in the other direction on the part of Federal Reserve 
officials so that commercial banks can supply the mortgage warehous- 
ing support which is especially needed in a period like the present when 
builders are finding it most difficult to secure future commitments at 
a reasonable price. 


The subcommittee also recommends that the VA and FHA July 30 
credit curbs be rescinded. We are aware that such action may raise 
complications in the very immediate present. But we believe that 
preventing a serious home-building decline is far more important. 
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We believe that by jettisoning the July 30 curbs the way will be 
smoothed for a more optimistic planning by builders of their spring 
building operations. It would also supply a kind of psychological 
lift which could go far in combating the virus of pessimism now 
threatening to infect the building industry. 

(Note.—As this report was being prepared for the printer, th 
administration announced a relaxation in the credit curbs, effectiv« 
January 17, 1956, which removed the 25-year maturity limitation, 
thereby making a 30-year term permissible for both FHA and GI 
loans. However, no liberalization in down-payment requirements 
was authorized. The subcommittee is gratified that some action has 
been taken, although we believe it did not go far enough. The same 
reasoning which justifies a maturity relaxation applies with equal 
force to a relaxation in the down-payment controls. Accordingly, 
the subcommittee urges the administering agencies to remove as 
well the down-payment restrictions imposed July 30, 1955.) 

Immediate action on these two fronts—restoring warehousing to 
respectability in the eyes of the monetary authorities and removing 
credit controls—would go far toward staving off too severe a decline 
in building activities next year. 

sut the subcommittee is not convinced that these actions alone can 
alleviate the danger. In our opinion the situation may well call for 
some form of direct support to the building industry to guard against 
too precipitous a decline in the first part of 1956. We have in mind 
a form of supplemental support to be supplied through the special 
assistance program of the Federal National Mortgage Association. 
It will be recalled that one of the statutory objectives of that program 
is to retard or stop a decline in mortgage lending and home-building 
activities which threatens materially the stability of a high-level 
economy. 

We are not suggesting a resumption of a large-scale mortgage- 
purchase program by FNMA. What we do recommend for serious 
consideration is the use in FNMA under its special assistance program 
of a standby commitment arrangement under which FNMA would 
issue advance commitments to builders and mortgage companies who 
are now finding such commitments extremely hard to come by. To 
guard against any wholesale dumping of loans into F NM_A’s portfolio, 
the commitments would be issued at a price several points below 
market. Ideally conceived, such an arrangement could furnish an 
immediate prop in the home-financing process without the actual use 
of any appreciable amount of Federal funds. 

We have not fully explored this idea but we intend to do so thor- 
oughly early in the second session when the subcommittee plans to 
hold W ashington hearings on the FNMA program, as well as the 
general question of secondary market support, including the feasi- 
bility or desirability of establishing some form of Central Mortgage 
Bank which several witnesses advocated. 
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Il. FHA’S MULTIFAMILY HOUSING PROGRAMS UNDER 
SECTIONS 213 AND 207! 


1, COOPERATIVE HOUSING UNDER SECTION 213 


FHA’s section 213 permits insured loans on cooperative housing 
up to 40 years and ab to 90 percent of replacement cost (95 percent 
if 65 percent or more of the cooperative members are veterans 
Under recent credit curbs these loan ratios were reduced to 88 percent 
(or 93 percent in veteran cooperatives) and the maximum loan 
maturity lowered to 35 years. 

213 insurance is available for two types of cooperative housing 
projects: (1) Management-type projects usu: ally consisting of multi- 
family structures providing cooper: ative ly owned and managed 
housing for the permanent occupany of the members of the coopera- 
tive and (2) sales-type projects, usually consisting of detached single- 
family houses which upon completion of the Project are released from 
the blanket mortgage to become individually owned and mortgaged. 

Status of program prio ' to Tlousing i Iments of 1955. In the 
vears following the inauguration of the 213 cooperative housing pro- 
gram in 1950 there was considerable activity in such projects, particu- 
larly in New York and California. By the middle of 1954 projects 
involving some 30,000 dwelling units had been insured by FHA. 

But following the Housing Act of 1954 which substituted “value” 
for replacement cost thereby restricting the mortgage size obta in rble, 
and which also introduced the cost-certification requirement, activits 
under 213 slowed to a snail’s pace. <A further problem was the ie 
culty cooperatives faced in obtaining financing in many areas. Thus 
in the fiscal vear ending June 30, 1955, FHA 213 applications involved 
a total of only 570 units. During the June to November period in 
1955 the record showed no improvement with applications for only 
about 300 units received. 

The Housing Amendments of 1955 supplied two direct stimuli to 
213 housing: (1) The value base was changed back to ‘replacement 
cost,”’ (2) FNMA was authorized to set up a $50 million revolving fund 
for 213 loans under the special assistance program. The $50 million 
can. be used for advance commitments, the total of which cannot 
exceed $50 million outstanding at any one time. No more than $5 
million of the authorization can be used for commitiments in any one 
State. 

The $50 million revolving fund for advance commitments and the 
shift to replacement cost should go far toward stimulating cooperative 
housing activity under FHA section 213. This is particularly true for 
sales-type cooperatives which the subcommittee believes will begin to 
be built in quantity in some areas, because of the liberal financing 
made available and because there are no foreseeable obst: acles. 

Need for adequate staff.—Reflecting the desire of the Congress to give 
encouragement to section 213 cooperative housing, a provision in the 
Housing Amendments of 1955 directed the FHA Commissioner to 
appoint a Special Assistant for Cooperative Housing and to provide 
the Special Assistant with adequate staff: 


1 Multifamily housing under the FHA urban renewal insurance program (sec. 220), was Covered at 
ength in the subcommittee’s first report. 
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whose sole responsibility will be to expedite operations under such section and to 
eliminate obstacles to the full utilization of such section under the direction and 
supervision of the Commissioner. The person so appointed shall be fully sym- 
pathetic with the purposes of such section. 

The appointment was made after some delay but the subcommittee 
is concerned over the fact that apparently nothing has been done so far 
to furnish the adequate staff which Congress contemplated. It is 
our understanding that in addition to the Special Assisiant there is 
only one other professional member who is able to devote full time 
to furthering the operation of section 213 cooperative housing pro- 
gram. It is our understanding that the Special Assistant is supposed 
to have access to the other divisions within FHA but we do not 
believe this is a satisfactory arrangement since such personnel under- 
standably must give greater priority to their regularly assigned duties. 
We are concerned that tne wishes of the Congress may be frustrated 
through the failure to provide adequate personnel and we strongly 
urge the FHA Commissioner to take the necessary steps to provide 
the necessary staff assistance. (The overall question of the adequacy 
of FHA’s budget was considered in our first report.) 

The identity-of-interest problem.—Because of these changes in the 
1955 act, the subcommittee had made the reasonable assumption that 
the major impediments to an active section 213 program had been 
removed. Unfortunately, however, in its staff studies and in its 
hearings it found that there were still formidable obstacles stemming 
from an unrealistic restrictive administrative policy on the part of 
FHA officials. Notwithstanding the change to replacement cost 
and notwithstanding the FNMA revolving-fund authorization, the 
subcommittee found that section 213 projects could not go forward 
on a large scale in the face of administrative roadblocks set up by 
FHA policy formulators. 

The main obstacle hinges upon what is called the identity-of-interest 
problem. The definition of “identity of interest” is rather long and 
involved but basically it is defined as any situation where the builder 
has an interest in the cooperative or has supplied financial aid, so as to 
occupy what the courts would term a fiduciary relationship. Under 
FHA rules where such an identity of interest is deemed to exist, FHA 
requires that the contract be on a cost-plus basis as against the lump- 
sum contract permitted where the builder and cooperative are at arms 
length and where no identity of interest exists. Further, FHA 
requires where an identity of interest exists that not only the coopera- 
tive mortgagor corporation must make a cost certification but that the 
builder must also certify his cost. (Sales-type cooperatives are not 
affected by the cost-certification problem since they are exempted 
under the law, presumably because sales-type cooperative single- 
family housing is virtually the same as single-family sales housing 
built under FfLA’s 203 program.) 

Apparently FHA’s definition of “identity of interest’’ is so restric- 
tive that a fiduciary relationship is deemed to exist even where the 
builder supplies gratis plans and specifications (thereby saving archi- 
tectural fees) or advances to the cooperative the FHA application fees, 
services which they are willing to perform to get the cooperative 
underway, and services which seem to be legitimate on the part of 
the builder with no sinister intent on his part. 

As an apparent result many prospective builders of management 
type 213 cooperatives are reluctant to proceed, citing the following 
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major objections to cost certification under a cost-plus-fixed-fee 
contract: 

(1) The fear that a “bureaucratic despot” will make arbitrary and 
unfair determinations as to allowable costs from which there is no 
appeal. 

(2) The reluctance to enter into such a contract where several 
hundred cooperators may be in a position to second-guess costs. 

(3) Fear that it would be argued that the cost of the consumer 
would be higher than under the lump-sum contract since the incentive 
to make savings in cost would be largely eliminated. 

(4) Lack of a finite cutoff date beyond which the costs certified to 
would be incontestable, thus barring the door to punitive investiga- 
tions at some remote future date. 

While the subcommittee of course strongly endorses the maximum 
possible participation by consumer- -sponsored cooperatives in the 213 
program, it recognizes realistically that an effective 213 cooperative 
housing program must depend for the present time in considerable 
measure upon the initiative supplied by builder-sponsors. By ap- 
pealing to their profit motive the program can attract builders with 
the organization and know-how and the preliminary financial resources 
which | are vital in the launching of a section 213 cooperative project. 

In view of its studies and of the testimony heard in its hearings, 
the subcommittee is inclined to believe that FHA’s regulations are 
unduly harsh, particularly on the identity-of-interest problem, and 
that the FHA should relax its rules and regulations in a reasonable 
and realistic way so that active builder-sponsor participation in the 
section 213 cooperative housing program can become a reality. 
The subcommittee recognizes that the FHA must retain some safe- 
guards against the abuse of cooperators by a dominant and perhaps 
unscrupulous builder-sponsor. But it believes that this objective can 
be achieved at the same time without making the rules so restrictive 
that no builder-sponsor can or will participate. Where the cooperators 
have their own independent attorney and independent architect, it 
would seem to the subcommittee that FHA could draft rules which 
would prevent builder dominance and yet permit the builder to 
provide the services and finances which are essential before a section 
213 project can get underway. The adoption of such a policy would 
contemplate the provision of the necessary: services and preliminary 
finances without forcing the builder-sponsor to adhere to a cost-plus 
contract and without subjecting him to cost certification. The 
subcommittee recognizes that this is an administrative problem, and 
that it cannot pretend to spell out in detail and with precision a set 
of workable rules. That is up to the FHA Commissioner. The 
subcommittee believes that he should forthwith restudy the rules 
governing the section 213 program and without delay revise and 
revamp those rules and regulations so that the section 213 program 
can begin functioning effec tively and yet at the same time in a manner 
which will not prejudice the interests of the cooperators. 

The subcommittee also recommends, where cost certification is 
required, that consideration be given to prescribing some reasonable 
cutoff date beyond which the certified costs would be incontestable. 

The section 213 cooperative program has great promise and while 
it is not the complete solution to the great middle-income housing 
needs—particularly in our larger cities—it can go far toward meeting 
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the challenge if it is made workable. The subcommittee hopes that 
before the Banking and Currency Committee holds its housing hear- 
ings during 1956, the FHA will have revised its rules to make section 
213 in fact a workable program. 

The time-lag problem.—The subcommittee also heard considerable 
testimony regarding the time-lag problem which is unique to the sec- 
tion 213 program. Under present FHA rules, the cooperative must 
have achieved 100-percent membership before the builder can start 
construction. The sale of stock subscriptions is of course made diffi- 
cult by the fact that the cooperator must be persuaded to buy from 
blueprints and before any construction has begun. Also the builder 
must invest considerable time and money and he is understandably 
reluctant to do so because of the possibility that 100 percent participa- 
tion conceivably could not be achieved. 

It was suggested to the subcommittee that FHA rules be changed 
to permit the cooperative to get underway when some lesser percent- 
age, e. g., 50 percent of the cooperators have been signed up. The 
subcommittee cannot subscribe to a policy which would authorize 
construction at a stage when only half or two-thirds, or even three- 
fourths of the members had subscribed. It is in agreement with the 
proposition that the FHA must have assurance, and so indeed should 
the initial cooperators, that the cooperative will be in being, or vir- 
tually in being, when it gets underway. 

It was pointed out to the subcommittee that prior to 1954 the FHA 
permitted construction to begin when 90 percent, instead of 100 per- 
cent, of the cooperators had subscribed. While this weuld not repre- 
sent too material a relaxation to most section 213 sponsors, a 90- 
percent factor would seem a reasonable safeguard by the subcom- 
mittee and consequently it recommends to the FHA Commissioner 
that he give consideration to restoring the 90-percent rule in effect 
in previous vears. 

A more substantive suggestion aimed at the same problem is to 
permit convertibility between section 207 and section 213. Under 
this suggestion the FHA would permit a builder to launch a project 
under section 207 with a loan commitment in the amount of 80 per- 
percent of value. Such an arrangement would permit the builder 
during or after construction to sell the completed project to a cooper- 
ative group which would receive the more liberal financing terms of 
section 213. There seems to be a general consensus that this would 
be a desirable and helpful procedure. But it is the understanding 
of the subcommittee that the FHA takes the position that the insti- 
tution of such a procedure would require legislative change. The 
legislative change would be relatively simple and would provide 
authority to the Commissioner to issue a dual commitment offering 
the builder both a section 207 commitment, which would help him 
obtain financing and protect him in the event he was not able to 
sell it on a cooperative basis and at the same time offer a more 
liberal dual commitment to insure a section 213 loan to an acceptable 
cooperative. The subcommittee recommends that the Banking and 
Currency Committee give careful consideration next session to such 
a legislative change. 

The problem of financing.—Obtaining mortgage financing for coop- 
eratives has always been somewhat of a problem in some areas, 
although in others, e. g., in New York and Los Angeles, sponsors 
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have been able to locate interested investors without too much 
difficulty. The subcommittee heard conflicting testimony on the 
outlook for 213 financing in the current mortgage market, with some 
witnesses displaying optimism but others sounding a pessimistic note. 

Because of the possibility that the current tightness in the mort- 
gage market may make it more difficult to obtain section 213 financing, 
the revolving fund authorization of $50 million provided in FNMA for 
the advance commitment and purchase of such mortgages takes on 
added significance, assuming of course that the administrative road- 
blocks discussed previously can be removed. 

But here again in its studies and hearings the subcommittee has 
found an additional example of administrative policies and decisions 
which tend to frustrate programs enacted by the Congress. Specifi- 
cally, the subcommittee is concerned because of the polie Vv adopted by 
. NMA with respect to the price that it will pay for section 213 mort- 

gages and other mortgages under its special a uice program. 


U nder that policy FNMA has decided it will pay a price of only 98 
except for military housing loans for which a pase of 99% will be 
paid). The price of 98 is uniform throughout the country, unlike the 


varving price schedule which FNMA pays for GI and FHA mortgages 
in different parts of the country under its secondary market operations. 
Even if FNMA is correct in attempting to gear its price to the mar- 
ket under the special assistance program, there is some doubt as to the 
appropriateness of the 98 price for section 213 project mortgages 
carrying an interest rate of 4% percent. It should be borne in ™mind 
that management-type project loans involve a principal amouat of 
millions of dollars and are far more profitable to the investor because 
of the relatively low servicing costs and other factors. It would appear 
that a price closer to par would be more in line with actual market in 
some areas for these section 213 mortgages. 

This financial burden becomes more real when one realizes that in 
addition to the 2 percent discount the cooperative must pay nonre- 
fundable fees to FNMA totaling 1% percent (1 percent commitment 
fee plus one-half of 1 percent fee upon purchase), Taken altogether, 
this means that a cooperative using FN MA financing will really ‘obtain 
its money at 96% percent or at a 3% percent discount, a cost which 
must be borne by the cooperators. 

The subcommittee disagrees completely with FNMA’s policy of a 
substantial discount for mortgages purchased under their special 
assistance programs. As a matter of fact it believes that there is 
much to be said that par should be paid for such mortgages precisely 
because they have been singled out as programs deserving of special 
assistance, It therefore intends to hold an early hearing on. this 
subject in Washington with F NMA officials to determine whether 
FNMA’s policy can reasonably be defended, and if as we suspect 

cannot, to recommend to the Banking and Currency Committee legis- 


lation designed to correct the deficiencies of FNMA’s policies in this 
field, 


The subcommittee also found another surprising problem which 
has arisen in connection with the limitation on FNMA commitments 
to $5 million in any one State. Although the $50 million fund will be 
revolving, i. e., permitting additional advance commitments to be 
issued so long as the outstanding total does not exceed $50 million. 











22 MORTGAGE CREDIT AND FHA MULTIFAMILY HOUSING 


FNMA has apparently ruled differently with respect to the $5 million 
suballocation to any one State. In other words FNMA has decided 
to limit any one State’s allocation to $5 million in initial commitments 
with no permission to “revolve” within a $5 million ceiling. 

The subcommittee is informed that the FNMA had no other alter- 
native in view of the statute and record. The subcommittee does 
not believe this to be the case, and the subcommittee therefore rec- 
ommends legislation to the Banking and Currency Committee which 
will make it ‘abundantly clear that the $5 million per State suballoca 
tion maximum is as a revolving fund exactly the same as the over: all 
authorization of $50 million. 

Processing fees.—Our studies and hearings have led us to question 
whether FHA may not be charging cooperatives excessive fees for 
processing. First, we found there is an application fee of $3 per 
$1,000 of mortgage, or three tenths of 1 percent. In addition the 
cooperative must pay an inspection fee to FHA of one-half of 1 per- 
cent of the mortgage. These fees mean a total charge of eight tenths 
of 1 percent, or $80 on a $10,000 mortgage. In the case of 213 sales 
type housing this would seem to be excessive, when compared to the 
fees charged by FHA for insuring single-family sales housing under 
section 203. Under section 203 the initial charge per dwelling unit 
is $45, but $25 is refunded when the mortgage is “insured, so that the 
net cost for FHA processing is $20. Conceding that cooperatives 
present special problems requiring greater supervision, there none- 
theless seems to be a real question whether a charge against 213 sales 
type cooperatives of four times or more that made for section 203 
loans is justifiable and fair. 

In this connection the subcommittee noted with special interest the 
testimony of a large-scale builder of section 213 sales housing which 
indicated that his organization over a 2-year period had paid more in 
section 213 processing fees to the FHA office than it cost to run the 
FHA office during that period, even though his section 213 business 
represented only a small part of the total activ itv of that FHA office. 
This would seem to support the presumption that FHA processing 
fees for section 213 sales housing are excessive and the subcommittee 
recommends strongly to the F HA that it give prompt study to the 
problem to determine whether section 213 processing fees, especially 
for sales-type housing, should not in fairness be reduced. 


2. FHA’S SECTION 207 RENTAL HOUSING PROGRAM 


Section 207 is the basic rental housing insurance section which has 
been an integral part of the FHA program since 1934. It has played 
an important role during this period, although in comparison with 
other sections of the act it has not been as widely used. During the 
war, of course, it was eclipsed by war-housing needs and after the war 
the 207 program was further obscured by the burgeoning section 608 
program and also by the later military housing and defense housing 
programs. 

However, prior to the passage of the Housing Act of 1954 there was 
considerable action in rental housing under section 207. Thus in 
fiscal year 1954, a period just preceding the passage of the 1954 act, 
FHA received applications under section 207 for approximately 45,000 


dwelling units. Since the passage of the 1954 act, however, as the 
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subcommittee has found in the case of virtually all FHA’s multifamily 
housing programs, applications declined to a relative trickle. In fiscal 
year 195: 5, applications were received covering less than 4,000 dwell- 
ing units ‘and the reduced rate of activity continued into the 1956 
fiscal year with less than 1,300 dwelling units involved in applications 
received during the 4-month period July to October 1955. 

The subcommittee believes that the section 207 program should be 
revitalized so that it can play its rightful role among Government- 
assisted housing programs. The subcommittee believes that section 
207 can help to meet at least a part of the rental housing need in metro- 
politan centers and while it cannot play the major role in urban re- 
newal which has been cast for the section 220 program, the subcom- 
mittee hopes that a revived section 207 program can help in the pro- 
gram to arrest blight and neighborhood deterioration. 

As it found in its study of section 220, the subcommittee believes 
that the major difficulty is the question of the minimum equity in- 
vestment required. This problem is even more accentuated under the 
section 207 program which permits a maximum insured loan of up to 
only 80 percent of value, as against section 220 which provides for a 
90-percent loan based on replacement cost. This means that a suc- 
cessful functioning of the 207 program is contingent upon the finding 
of large numbers of sponsors willing to construct projects largely for 
personal investment and willing to leave a very sizable equity in the 
project. 

The subcommittee was impressed by testimony pointing out that a 
project requiring a 20-percent equity is not far different from a con- 
ventional project. Quite often a sponsor through conventional 
financing obtains a loan for at least two-thirds of its project costs, with 
his required equity investment perhaps as low as 30 percent. More- 
over, in a conventional project the sponsor is freed of all concern over 
Government redtape and does not subject himself to Government 
control of his rent schedules or his dividend rates. Jf the Government 
is to encourage more rental housing under section 207 in the middle 
rent ranges, it would appear desirable to offset the burden of the con- 
trols which a section 207 sponsor must endure and give added incentive 
to such investment by reducing the amount of long-term equity in- 
vestment required. 

The minimum equity problem has been lessened somewhat by the 
liberalized rules which FHA has recently permitted with respect to 
charter requirements for multifamily projects. These liberalized 
rules, for example, the permissibility of using a note to supplv part of 
the required ‘‘over-and-above”’ money were discussed at length in the 
section of our first report devoted to the section 220 program. But 
despite this ameleriorative influence, the basic obstacle of a minimum 
20 percent equity requirement remains. 

In order to attract sponsor-investors into the section 207 program, 
the subcommittee recommends that the Banking and Currency Com- 
mittee consider legislation which would permit the FHA Commis- 
sioner to insure a loan up to 90 percent instead of the present 80 per- 
cent of value. The subcommittee does not recommend a change in 
the base to replacement cost because it does not believe that the valua- 
tion standards of the FHA should be abandoned for section 207, a step 
concluded to be necessary for section 220 projects constructed in urban 
renewal and slum-clearance areas. 
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The subcommittee wishes to point out that any dangers of possible 
abuse arising from the permissibility of a 90 percent ratio is eliminated 
by the fact that the cost-certification requirement of the law will con- 
tinue to apply. 

With respect to cost certification the subcommittee believes that 
the same comments made in our first report in the section devoted to 
section 220, for example, the suggestion made for a cutoff date beyond 
which cost certification would be incontestable, appear to be equally 
applicable to the section 207 program. 

The second recommendation of the subcommittee relates to the 
present statutory ceilings on insured mortgage amounts available 
under the section 207 program. Under present law the limit is $2,000 
per room for walkup apartments and $2,400 per room for elevator 
apartments, except that where the project contains an average room 
count of less than 4 per dwelling unit, the ceiling is $7,200 per dwelling 
unit for walkup and $7,500 for elevator apartments. This contrasts 
with the more liberal ceilings permitted for section 220 projects under 
statute. For the latter the permitted ceiling is $2,250 per room for a 
walkup apartment and $2,700 per unit for elevator apartments, with 
a maximum per dwelling unit ceiling of $8,100 and $8,400 respectively 
where the average room count per dwelling unit falls below 4 rooms. 

A more important disparity is the lack of authority under present 
statute to permit higher per-room ceilings in high-cost areas as deter- 
mined by the FHA Commissioner. Under section 220 the present 
per room ceiling may be raised by $1,000 if the FHA Commissioner 
determines that the project is in a high-cost area. Nosuch contingency 
allowance was written into section 207 by the 1954 act. 

The subcommittee sees no reason why the same loan maxima 
permitted for section 220 projects cannot be accorded as well to section 
207 projects. Such a change would of course be entirely consistent 
with increasing the maximum percentage of mortgage from 80 to 90 
percent. The subcommittee recommends accordingly that the Bank- 
ing and Currency Committee adopt legislation designed to achieve 
this desirable result. 

The subcommittee found through staff studies and through its 
hearings that the usefulness of section 207 as a device to provide 
greater incentive to rehabilitation activity was seriously impeded by 
FHA administrative policy. Under that policy FHA had ruled that 
it would not insure a section 207 mortgage to finance the rehabilitation 
of an existing apartment house unless at least 50 percent of the loan 
proceeds went into physical improvements. This militated against 
the possible use of section 207 as a vehicle for rehabilitating many 
existing apartment houses. To remedy this defect the subcom- 
mittee was ready to recommend to the FHA that this rule be relaxed 
but it is gratified to learn that such a recommendation will not be 
necessary since in December 1955 FHA revised its rules reducing the 
previous 50 percent factor to 25 percent. In this report it now places 
section 207 financing for rehabilitation purposes on a par with insured 
Joans for rehabilitation under section 220. 
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